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Net CapitalFlows
Capitalflowsfromtherestof theworldto a countryminuscapitalflows
fromthatcountryto therestof theworld.A netcapitaloutflowoccurs
whereoutflowsaregreaterthaninflows,whilea netcapitalinflowoccurs
whereinflowsaregreaterthanoutflows.
Net Exports
Exportsof goodsandservicesminusimportsof goodsandservices;also
knownasthetradebalance.
Seealso:
TradeBalance.
Neutralityof Money
Thequestionwhethermoneyis'neutral'withrespecttotheso-called'real'
economy,in otherwords,whethermoneyis a 'veil',hasbeenoneof the
l
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recurrentthemesintheeconomicsdebateoverthelasttwo-and-a-halfcen-
turies.Theuseof theterm'neutral',however,is of morerecentorigin.To
all appearancesit wasfi.rstusedbyWickselltodescribea situationwhere
themarketrateof interestisequalto thenaturalrate,thatis theratethat
wouldbefoundin a bartereconomy(Wicksell,1898,p.93;1936,p.l02).
Wicksellactuallydidnotdiscussneutralmoneybutneutralinterest.The
idea,however,alsoimpliesneutralmoneyin thesensethatit describesa
situationwheremoneyis indeednomorethanaveil.Koopmans(1933p.
228,n. 1)tellsusthattheterm'neutralmoney'wascoinedin 1919bythe
GermaneconomistL. vonBortkiewiczandthatattheendof the1920sit
moreor lessformedpartof thestandardvocabularyof Dutchmonetary
economists(seealsoFase,1992).It gainedcurrencyin theearly1930s
throughthe publicationsof Hayek(1967)and Koopmans(1933)(see
Klausinger,1989;PatinkinandSteiger,1989).Theterm'neutralmoney'is,
however,somewhatconfusingasit hasbeenusedfordifferentconcepts:
1. thesituationthatmoneyisaveilinthesensethattheeconomybehaves
asif it wereabartereconomy;
thesituationof absenceof disturbancesfromthemonetarysphere,
thatis,maintenanceof monetaryequilibriumatall times;
neutralityin acomparativestaticsense,thatis,thequantitytheoryof
money;
superneutrality,thatis thephenomenonthatthe 'real'economyis
indifferentto therateof inflation.
2.
3.
4.
If moneyis aveil,themonetaryeconomybehavesexactlylikeabarter
economy.Relativepricesofgoodsandservicesandquantitiestradedwould
notdiffer.Koopmans(1933,p.230)andHayek(1967,p.130)emphasized
thatneutralityin thissensedoesnotrefertoreal-worldsituations,butonly
servesasakindofbenchmarkthathelpstostudythedisturbancesthatmay
followfromtheuseof money.Thebartereconomytheyrefertoisfriction-
less.Theproblemwiththisapproach,isthat,if barteris frictionless,there
is norationalefor usingmoneyandthewholeexerciseseemsfutile.It is
simplyinconceivablethattheuseof moneydoesnotmakeadifference;that
it is,in thehappyphrasecoinedbySamuelson(1968),qualitativelyneutral.
WhatKoopmansandHayekandtheirSwedishpredecessorsWicksell
andDavidsonin factdid wasstudythecircumstancesunderwhichno
excessupplyof or demandformoneywouldmanifestitself;thatis,they
studiedtheconditionsformonetaryequilibrium(onDavidson,seeMyrdal,
1933,pp.436-8andThomas,1935).ThisisequivalenttoSay'sEquality,or
Say'sLawseenasanequilibriumcondition.Wicksell,DavidsonandHayek
sawtheconstancyof atermor acombinationof termsfromtheequation
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of exchangeasaconditionformonetaryequilibrium.However,Koopmans
demonstratedthatthisneednot bethecase,asit all dependson what
happensin therealsectorof theeconomy.In astationaryeconomyM, V,
Pand T of coursehaveto remainconstantfor monetaryequilibrium.
DavidsonarguedthatWicksell'scriterionof aconstantP nolongerholds
in thecaseof productivityincreases.Thesearetantamounttoanincrease
in thenaturalrateof interest.A constantM withthepricelevelfalling,and
thusariseintherealinterestrate,wouldberequiredtomaintainmonetary
equilibrium.Davidsondevelopedhisviewsin areviewof WiekselI(1898).
WiekselIanalyzeda so-called'purecredit'economy,thatis aneconomy
withoutbasemoney,whereallmoneyiscreatedbythebanksthroughcredit
creation.Thebankswillincreasethevolumeof credit,andthusthevolume
of money,if themarketrateof interestislowerthanthenaturalrate.Thus
theneedfor a constantMand a fallingP in thecaseof productivity
increases,accordingtoDavidson.
Hayekdidnotbotheraboutthewaymoneyiscreated,butsimplyasked
himselfhowmuchmoneyis requiredto maintainmonetaryequilibrium.
He notedthatchangesin thedegreeof integrationof theproduction
process,as,for instanee,whenspinningandweavingaredividedintotwo
independentfirms,haveanimpactonthedemandforcashbalances.Such
a changeimpliesachangein thevelocityof moneyandanysuchchange
callsfor a compensatingchangein themoneysupplyto maintainSay's
Equality.His criterionfor theneutralityof moneyconsequentlyis acon-
stantMV(Hayek,1967,pp.121,123).In thiscaseVisdefinedastheincome
velocityof money,not thetransactionsvelocity.Koopmansfinallywon-
deredwhathappenswhenthesupplyconditionsof goodschange.If, for
instanee,in aneconomywiththreegoods,A, Band C, thesupplyof A
suffersfroma badharvest,no constancyof anyitemor combinationof
itemsfromtheequationof exchangemayensuremonetaryequilibrium.If
thedemandfor goodA is inelastic,itspricewill rise.Band C producers
spendmoreonA andlessoneachother'sproducts.Monetaryequilibrium
willonlybemaintainedif A producersimmediatelyincreasetheirspending
onBand C. MonetaryequilibriumrequiresthatMV increases,whileTor
y hasfallenandP hasincreased(Koopmans,1933,pp.298-303;seealsoDe
Jong,1973).
An olderstrandin theliteratureis thequantitytheory.The quantity
theoryimpliesneutralityin a comparative-staticssense.This is a caseof
whatSamuelsoncalls'quantitativeneutrality'.In thefirstfullydeveloped
analysisof thequantitytheory,DavidHumeshowedhowanincreaseinthe
moneysupplyincreasespendingandfirstresultsin higheremployment
(Hume,1955[1752]).Pricesincreaseonlygraduallyandmoneyobviously
affectstherealsectorduringthetransitionbetweenoneequilibriumsitua-
tionandtheother.In latermathematicalrepresentationsof thequantity
theory,however,thereis a dichotomybetweentherealand monetary
sectorsof theeconomy,in thesensethatquantitiesandrelativepricesare
determinedin therealsectorandthepricelevel,andhencemoneyprices,
in themonetarysector(for instance,Walras,1965,pp.315-24;Divisia,
1962,p.169).Theeconomyisrepresentedbyageneralequilibriumsystem
specifyingequilibriumconditionsfor all markets.Thedichotomyimplies
thatdemandandsupplyarefunctionsof realvariablesonly,includingrel-
ativeprices.If equilibriumisfoundatsomesetof relativeprices,thisequi-
libriumisnotaffectedbyanyproportionalchangeinabsoluteprices.While
theequationsystemmaybemathematicallyirreproachableinthesensethat
thenumberof unknownsequalsthenumberof independentequations,it
lacksan economiemechanismlinking individualpricesto themoney
supply.
Patinkin(1965,pp.75,175)showedconclusivelythat,in ageneralequi-
libriummodel,thepricelevelcanonlybedeterminedif theexcessdemand
functionsfor goodscontainrealmoneybalancesasanargument.In this
wayaneconomicmechanismisbuiltinwhichtransmitsmonetaryimpulses
totherealsector:if themoneysupplyincreases,realbalancesgrowlarger.
Thiswillstimulatedemandandthemonetaryimpulsewillworkitswayinto
higherprices.In morerecentapproaches,in particularin NewClassical
Economics,realeffectsof changesin themoneysupplyfollowfromunex-
pectedmonetaryshocksthataremistakenlyseenat firstby economic
agentsasrealshocks(cf.Lucas,1996).Otherwisechangesin themoney
supplywouldfeedquasi-immediatelyintohigherprices,asrationaleco-
nomicagentswouldknowthenewequilibriumpricesand,throughcompe-
tition,beforcedto tradeatthoseprices.The transitionperiodfromone
equilibriumtoanotherwouldbeasymptoticallyapproachingzero.
PatinkingaveamathematicalexpressiontoHume'sinsightthatmoney
canbeneutralin thesenseof thequantitytheory,thatis,quantitatively
neutralinacomparative-staticssense.A changein themoneysupplyleads
to anotherpricelevelandin thenewequilibriumsituationquantitiesand
relativepricesmayhaverevertedto theiroriginalvalues.Thereisnorefer-
enceto a bartereconomy.Nonetheless,thereis somethinginherently
unsatisfactoryinmathematicalgeneralequilibriummodelsof amonetary
economy,suchasPatinkin's.Pricedeterminationtakesplaceessentiallyas
aWalrasiantàtonnementmechanism,thatis,withoutanyfriction.In other
words,thetransactionstechnologyin suchan economyis not different
fromabartereconomyandtheuseof moneydoesnotreallymakeadiffer-
ence.It isdifficultojustifytheuseof moneyin suchmodeIs.Verbalexpo-
sitionsof thequantitytheory,suchasHume's,donotsufferfromthisdefect
astheydonotpresupposeatàtonnementpricingmechanism.
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Duiingthetransitionfromoneequilibriumsituationtoanother,ealvari-
ablesareaffectedbymonetaryimpulsesanditiseasytoimaginethatthenew
equilibriummaydifferfromtheoriginalone.Newmoneyusuallyisnotdis-
tributedproportionallytoexistingcashholdersasagift,likethedroppingof
banknotesfroma helicopterenvisagedby Friedman(1969,p.4).Money
enterstheeconomythroughinflationaryfinancedspendingbythegovern-
ment,througha balanceof paymentsurplusof thenon-banksectoror
throughbankloanstakenoutbyborrowers.If peopleborrowtofinancecon-
sumption,thatwilldriveuptherateof interest,butif businessmenreceive
netforeignpaymentsheircashbalancesincreaseandtheyarelikelytolend
outsomeofthemoney,intheprocessreducingtherateof interest,asRichard
CantilIonexplained(CantilIon,1964,pp.2l2-23).A changein therateof
interestmayhavelastingconsequences.Thestructureof theeconomymay,
forinstanee,changeif aggregateinvestmentsincreaseasaresultof thelower
rateof interest.Thesamemayholdforanychangein thestructureof rela-
tivepricesanditsconsequentchangeinthestructureofspending(forametic-
ulousanalysisof thewaychangesin themoneysupplyor moneydemand
worktheirwaythroughtheeconomy,intheprocesschangingrelativeprices,
seealsoKeynes,1971,eh.17).In general,anumberof conditionsmustbe
fulfilledformoneytobefullyneutralinacomparativestatiesanalysis:
7.
8.
fullpriceflexibility;
absenceof moneyillusion,so thatpeopledo notmistakepricelevel
increasesforrelativepriceincreases;
distributionof newmoneyovereconomieagentsproportionaltoexist-
ingmoneyholdings;
absenceof destabilizingpriceexpectations,aswhenpriceincreasesfuel
fearsof furtherinflationandthusascrambieforinflation-proofassets
suchasrealestate,jewelleryandforeignassets;
nochangeintheratiobetweenbasemoneyandthetotalmoneysupply,
asthatwouldimplyadifferentrelationshipbetweenbankmoneyand
totalmoneyandthusachangein therealvolumeof bankloansand,
consequently,in therateof interest;
absenceof openmarketpolicies,as openmarketpurchases,for
instanee,increasethemoneysupplyandthepricelevelandthusleave
thegeneralpublicpoorer;thismayleadtohighersavingsandthusto
a fallin therateof interest;
absenceof debtdenominatedin nominal,ratherthanreal,terms;
moneyisfiatmoney,as,withfull-bloodedsilverorgoldcoins,achange
in themoneysupplyandaconsequentchangein thepricelevelwould
implya changein therelativepricesof silveror goldandall other
goodsandservices.
Of course,neutralityin thisstrictsensecanneverbeachievedin thereal
world.In assessmentsof realworlddevelopments,forinstaneebyclassical
authorssuchasRicardo,thecriterionof neutralitythereforeis usedin a
weakersense;it refersto the level of output,not its composition
(Humphrey,1991).Neutralityin thissensewouldrequirethatspending
increasesbyactorswhoseetheirrealwealthincreasethroughanincrease
in therealvalueof theirholdingsof fixednominalvalueassets(thanksto
a largerthanaverageincreasein theirholdingsof helicopter-dropped
moneyorthroughdeflation)orafallintherealvalueof theirfixednominal
valuedebt(throughinflation)arejustoffsetbyafallin spendingbyactors
whoseetheirrealwealthdecreaseasa resultof anunevendistributionof
newmoneyandof pricelevelchanges.It goeswithoutsayingthatneutral-
ity,notonlyin thestrictsensebutalsoin theweakerone,is farremoved
from the world of Keynes'sGeneralTheory.With underutilizationof
resourcesthenormalstateof affairs,changesin themoneysupplycan
hardlyfail tohaveanimpactonrealvariables,unlessthesystemisstuckin
aliquiditytrap.
Evenif changesin themoneysupplywereneutral,changesin thegrowth
mteof moneyneednotbeneutral.If theyare,wehavesuperneutrality.
This,of course,isacaseof quantitativeneutralityagain.Differentgrowth
mtesof themoneysupplyareassociatedwithdifferentinflationmtes.As
longasno interestis receivedonmoney,or atleastno interestratethat
keepspacewiththerateof inflation,realeffectsontheeconomyarelikely.
Forinstanee,peoplemayreactoahigherateof inflationbyreducingtheir
realcashbalancesandinvestingmorein otherassets,suchas common
stock.Theinvestmentratioincreases.Thisphenomenonis knownasthe
Tobineffector theMundell-Tobineffect,calledafterthepioneersof the
monetarygrowthmodelsfeaturingthistrait(Mundell,1963;Tobin,1965).
A fundamentalproblemwiththiskindof modelis thatit depietsa one-
goodeconomywheretradebetweeneconomieagentsdoesnotplayarole
andarationalefortheuseof moneyis absent.This impliesthattheharm
inflictedby highinflationon theefficiencyof thepaymentsystemis
neglected(OrphanidesandSolow,1990).
In the1930s,neutralityof moneyin thesenseof themaintenanceof
monetaryequilibriumwasseenbythemainprotagonistsasadesirabiestate
of affairs,asitmeanthattheeconomiesystemwouldbefreefromshocks
originatingfromthemonetarysphere.Koopmans,however,showedcon-
clusivelythat,in thecaseof shocksfromtherealsphere,nopolicyadvice
couldfollowfromthenormof neutrality.Thenormof monetaryequilib-
riumlosesall attractivenessif wemovefroma stabie conomywithmore
orlessunchangingdemandandsupplyfunctions,oraDavidsoniankindof
steady-stategrowth,totheworldof Schumpeter.In hisepoch-makingThe
1.
2.
3.
4.
5.
6.
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Theoryof EconomicDevelopment(1961),Schumpeterarguedthatmoney
creationispartandparcelof thetransformationprocesswhichaneconomy
undergoesasaresultof entrepreneurialactivities.Bankcreditallowsentre-
preneurstodrawfactorsof productionawayfromotherapplicationsand
thustorealizeinnovations(ibid.,p.106;Trautwein,2000).Thequestionof
neutralityinthequantitytheorysenseis,however,ofgreatpracticalimport-
anceformacroeconomicpolicy.If moneyisnotneutral,in theweaksense
thataggregateconomicactivityis not affected,or if transitionperiods
betweenoneequilibriumsituationto anotherarelong,monetarypolicy
couldconceivablyplaya rolein fightingunemployment.
Neutralityof moneyin a strictsenseis well-nighimpossible.It may,
however,bevalidin anapproximateway,in thesensethataggregatepro-
ductionis notaffectedbychangesin themoneysupply.Therearestrong
indicationsthatthequantitytheoryisnotabadapproximationof reality
if welookatdecadesratherthanyears.Butthereislittleevidencethatprice
ratiosandthecompositionof productionareunaffected.It wouldbehard
toprove,ordisprove,thattheywouldbe,if longerperiodsarestudiedwhere
everythinginaneconomy,in particulartechnology,is in aflux.Situations
of hyperinflationhaveprovidedusefulcasestotestthevalidityof thequan-
titytheoryovershortertimeperiods,butheredistributioneffectsarepromi-
nentandthedistributionof wealth,andwithitequilibriumquantitiesand
priceratios,couldhardlyreturnto theirpre-inflationvalues.Compared
withempiricalstudiesof thequantitytheory,testsof superneutralityare
thinontheground.Supportfor long-runsuperneutralitydoesnotappear
tobeverystrong(forasurveyof empiricalresearch,seeBullard,1999).
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NewClassicalEconomics
Thenewclassicalapproachtomacroeconomicsevolvedoutof monetarism
duringthe1970sandreplaceditasthemainriyaltoKeynesianeconomics.
Althoughitincorporatescertainelementsof monetarism(suchasthemon-
etaristexplanationof inflation)it shouldbeseenasa separateschoolof
thoughtfrom orthodoxmonetarism(see,for example,Hoover,1984;
